Tuesday 
June  26,  1979 


yk 

r 

■ 

k 

1 

Part  III 


Securities  and 

Exchange 

Commission 


Performance-Based  Compensation  of 
Registered  Investment  Advisers  to 
Business  Deveiopment  Companies; 
Proposed  Ruie 


37470 


Federal  Register  /  Vol.  44.  No.  124  /  Tuesday,  June  26. 1979  /  Proposed  Rules 


SECURITIES  AND  EXCHANGE 
COMMISSION 

[17  CFR  Part  2751 

[Release  No.  IA-680,  File  No.  S7-788] 

Performance-Based  Compensation  of 
Registered  Investment  Advisers  to 
Business  Development  Companies 

agency:  Securities  and  Exchange 
Commission. 

action:  Proposed  rule. 


summary:  The  Commission  is  issuing 
for  public  comment  a  proposed  rule 
under  the  Investment  Advisers  Act  of 
1940  (“Advisers  Act”)  which  would 
permit  certain  registered  investment 
advisers  to  business  development 
companies  to  be  compensated  on  the 
basis  of  a  share  of  net  capital  gains 
upon,  or  net  capital  appreciation  of,  the 
funds,  or  any  portion  of  the  funds,  of  the 
business  development  company.  Such 
means  of  compensation  is  currently 
prohibited  by  the  Advisers  Act. 
date:  Comments  must  be  received  on  or 
prior  to  August  31, 1979. 
addresses:  Interested  persons  should 
submit  their  views  and  comments  in 
triplicate  to  George  A.  Fitzsimmons, 
Secretary,  Securities  and  Exchange 
Commission.  500  North  Capitol  Street, 
Washington.  D.C.  20549.  All  submissions 
will  be  made  available  for  public 
inspection  at  the  Commission’s  Public 
Reference  Section.  Room  6101, 1100  L 
Street.  NW..  Washington,  D.C.  and 
should  refer  to  File  No.  S7-788. 

FOR  FURTHER  INFORMATION  CONTACT:  W. 
Scott  Cooper,  Esq.,  Office  of  Investment 
Adviser  Regulation,  Division  of 
Investment  Management,  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street,  Washington,  D.C.  20549, 
(202)  755-3507. 

SUPPLEMENTARY  INFORMATION:  The 

Securities  and  Exchange  Commission 
has  under  consideration  the  adoption  of 
new  Rule  205-3  (17  CFR  275.205-3) 
under  the  Investment  Advisers  Act  of 
1940  (“Advisers  Act”)  (15  U.S.C.  80b-l 
et  seq.). 

I.  Background 

Business  development  companies  * 
are  enterprises  engaged  in  the  !# isiness 
of  investing  in  relatively  small  and 
unseasoned  companies  in  the 


'  Depending  on  the  precise  nature  of  their 
activities,  business  development  companies  might 
also  be  referred  to  as  “venture  capital  companies.’* 
However,  because  the  term  “venture  capital 
company"  is  used  in  a  variety  of  contexts,  t^ 
Commission  is  defining  and  using  the  term 
“business  development  company"  for  purposes  of 
the  proposed  rule. 


developmental  stage.  These  investee 
companies  are  typically  privately  held 
and  may  be  managed  by  persons  who 
do  not  have  extensive  entrepreneurial 
abilities.  In  addition,  such  companies 
are  generally  considered  to  represent 
risky  investment  opportunities  and, 
therefore,  have  limited  access  to  public 
and  institutional  financial  markets. 

Since  there  is  usually  no  ready  market 
for  the  securities  of  investee  companies, 
investments  in  these  companies  are 
generally  illiquid  in  natme.  Accordingly, 
business  development  companies 
frequently  must  be  willing  to  take  long¬ 
term  positions  in  such  companies  and 
play  an  active  role  in  nurturing  their 
growth  in  order  to  realize  a  return  on 
their  investment  commensurate  with  the 
risks  involved. 

The  rule  the  Commission  is  proposing 
is  designed  to  exempt  certain  registered 
investment  advisers  to  business 
development  companies  firom  the 
provisions  of  Section  205(1)  of  the 
Advisers  Act  (15  U.S.C.  80b-5(l)).  That 
section  prohibits  an  investment  adviser, 
unless  exempt  from  registration,  from 
receiving  compensation  which  is  based 
on  a  share  of  capital  gains  upon,  or 
capital  appreciation  of,  the  funds,  or  any 
portion  of  the  funds,  of  clients.* 

Congress  enacted  Section  205(1)  to 
protect  advisory  clients  from  profrt- 
sharing  fee  arrangements  which  could 
encourage  an  investment  adviser  to  take 
undue  risks  with  such  clients*  funds  in 
order  to  realize  or  increase  an  advisory 
fee.*  The  Commission  believes  that  the 
practices  and  abuses  that  Section  205(1) 
was  designed  to  prevent  are  unlikely  to 
develop  in  the  limited  circumstances, 
described  below,  under  which 
performance  fees  could  be  paid  to 
investment  advisers  to  business 
development  companies  pursuant  to  the 
proposed  rule.  In  addition,  the 
Commission  believes  that  the  proposed 
rule  will  have  the  efrect  of  facilitating 
the  flow  of  needed  capital  into  new  and  . 
developing  companies  which  are 
frequently  unable  to  obtain  frnancing 
from  sources  other  than  business 
development  companies.  In  this  regard, 
it  appears  to  the  Commission  that 
investment  advisers  to  business 
development  companies  have 
traditionally  received  performance- 
based  fees  which  are  not  permitted  to  be 


*The  Commission  is  not  hereiir  suggesting  a 
position  as  to  whether  a  limited  partnership  formed 
for  the  purpose  of  making  business  development 
investments  should  be  construed  as  one  client  or 
whether  the  limited  partners  of  a  business 
development  partnership  should  be  counted 
individually  for  purposes  of  the  exception  to 
registration  provid^  by  Section  203(b)(3)  of  the 
Advisers  Act  (IS  U.S.C  80b-3(b)(3)). 

*Sse  H.R.  Rep.  No.  2839, 7eth  Cong.,  3d  Sess.  29 
(1940). 


paid  to  registered  investment  advisers 
upder  Section  205(1).  Because  of  the 
types  of  activities  in  which  business 
development  companies  engage,  many 
investment  advisers  might  be  reluctant 
to  serve  such  companies  unless  their 
compensation  can  be  based  upon  a 
share  of  the  capital  gains  or  capital 
appreciation  of  the  company.  To  the 
extent  that  such  reluctance  might 
impede  investments  in  small  and 
developing  enterprises,  the  Commission 
believes  it  appropriate  to  take  action 
designed  to  remedy  this  difficulty. 

Section  206A  of  the  Advisers  Act 
authorizes  the  Commission,  by  rule, 
regulation  or  order,  to  exempt 
conditionally  or  unconditionally  any 
person  or  transaction  from  any  of  the 
provisions  of  the  Advisers  Act,  if  and  to 
the  extent  such  action  is  necessary  or 
appropriate  in  the  public  interest  and 
consistent  with  the  protection  of 
investors.*  In  enacting  Section  206A, 
Congress  specifically  contemplated 
Commission  action  in  appropriate  cases 
“to  exempt  persons  *  *  *  firom  the  ban 
on  performance-based  advisory 
compensation  in  *  *  *  Section  205(1)  of 
the  Advisers  Act.”  * 

Pursuant  to  Section  206A,  the 
Commission  has  recently  granted  two 
applications  for  orders  of  exemption 
i^m  the  provisions^of  Section  205(1)  to 
permit  rr  ^istered  investment  advisers  to 
companies  engaged  in  business 
development-type  activities  to  be 
compensated  on  the  basis  of  a  share  of 
capital  gains,  in  one'case,'and  capital 
appreciation,  in  the  other.*  Certain 
common  conditions  existed  in  both 
applications,  such  as  the  limited  number 
and  sophisticated  nature  of  the  investors 
in  each  business  development  company 
and  the  substantial  investments  made  in 
the  business  development  companies  by 
the  respective  investment  advisers  to 
each  business  development  company, 
which,  together  with  other  facts  and 
circumstances,  made  the  exemptions 
appropriate. 

The  Commission  believes  that 
investment  in  small  and  developing 
companies  would  be  facilitated  by  a  rule 
of  general  applicability  which  provides 
certain  relief  from  the  performance- 
based  fee  limitations  of  the  Advisers 
Act  with  respect  to  business 
development  companies.  The  rule 
proposal  contained  herein  reflects 
certain  of  the  conditions  and  concepts 
set  forth  in  the  aforementioned 
applications.  The  rule  proposal  also 


*15  U.8.C  80b-6a. 

*&  Rep.  No.  91-184, 9l8t  Cong.,  let  Sess.  48  (1969). 
*1b  re  Weiss,  Peck  &  Greer,  Investment  Advisers 
Act  Release  No.  825  (April  25. 1978). 

^  In  re  Poster  Management  Company,  Investment 
Advisers  Act  Release  No.  851  (November  28. 1978). 
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contains  certain  other  conditions  and 
limitations  which  the  Commission 
believes  may  be  necessary  and 
appropriate  to  include  in  a  rule  of 
general  application. 

n.  General  Provisions  of  the.Proposed 
Rule 

A.  Exemption 

Paragraph  (a)  of  the  proposed  rule 
would  provide  relief  from  Section  205(1) 
of  the  Advisers  Act  so  as  to  permit  a 
registered  investment  adviser  to  enter 
into,  extend,  renew  or  perform  an 
advisory  contract  which  provides  for 
compensation  on  the  basis  of  a  share  of 
net  capital  gains  upon,  or  net  capital 
appreciation  of,  the  funds  or  any  portion 
of  the  funds  of  a  business  development 
company  provided  that  all  of  the 
conditions  set  forth  in  the  proposed  rule 
are  satisfied.* The  proposed  r^e  would 
apply  to  any  advisory  agreement 
pursuant  to  which  an  investment  adviser 
to  a  business  development  company  is 
compensated,  whether  it  be  a  separate 
advisory  contract,  or  some  other  form  of 
agreement  or  arrangement  such  as  a 
partnership  agreement  or  a  comorate 
charter. 

B.  Business  Development  Company 

A  “business  development  company” 
is  defined  by  paragraph  (b)  of  the  rule 
proposal  as  a  company  which  is  formed 
and  operated  primarily  for  the  purpose 
of  directly  acquiring,  in  transactions 
eligible  for  the  exemption  from 
registration  provided  by  Section  4(2)  of 
the  Securities  Act  of  1933  (“Securities 
Act”)  (15  U.S.C.  77d(2)),  securities  of 
eligible  portfolio  companies,  as  defined 
in  paragraph  (c)  of  the  proposed  rule, 
and  which,  in  general,  has  all  of  its 
assets  invested  in  secxirities  purchased 
directly  finm  and  issued  by  such 
companies. 

Paragraph  (b)(3)  of  the  proposed  rule 
would  require  a  business  development 
company  to  own  beneficially  at  least 
five  percent  of  the  voting  seciirities  of 
each  eligible  portfolio  company  in  which 
it  invests.  However,  if  the  failure  of  the 
business  development  company  to  own 
at  least  five  percent  of  the  voting 
securities  of  any  eligible  portfolio 
company  in  which  it  has  an  investment 
is  due  solely  to  issuance  of  additional 
voting  securities  by  the  eligible  portfolio 
company,  subsequent  to  the  initial 
investment  therein  by  the  business 
development  company,  this  condition 
would  be  deemed  to  be  satisfied.  This 
condition  could  also  be  met  by  the 


*lt  should  be  noted  that  the  proposed  rule  would 
provide  no  relief  from  any  other  applicable 
provision  of  law,  including  Section  206  of  the 
Advisers  Act  (IS  U.S.C.  8Gt>-6]. 


ownership  of  securities  of  the  eligible 
portfolio  company  which  are  not  voting 
securities,  but  which  are  immediately 
convertible  at  the  option  of  the  holder  - 
into  voting  securities  of  the  eligible 
portfolio  company  without  restriction  or 
additional  payment  by  the  holder.  The 
beneficial  ownership  condition  is 
proposed  in  view  of  the  Commission’s 
understanding  that  business 
development  companies  typically  own  a 
sufficiently  large  portion  of  their 
protfolio  companies  so  as  to  enable  the 
business  development  company, 
generally  acting  through  its  investment 
adviser,  to  participate  actively  in  the 
management  of  the  portfolio  company, 
and  it  is  this  active  participation  which, 
in  part,  might  justify  the  payment  of  a 
performance-based  fee  to  the 
investment  adviser. 

Paragraph  (b)(4)  of  the  proposed  rule 
also  contains  provisions  which  would 
tend  to  limit  the  availablity  of  the 
exemption  to  business  development 
companies  whose  investors  are 
relatively  sophisticated  persons,  able  to 
appreciate  and  evaluate  the  nature  and 
effects  of  a  performance-based  advisory 
fee.  as  well  as  to  bear  the  economic 
risks  of  the  investment.  Specifically, 
under  paragraph  (b)(4Ki)  all  of  the 
securities  of  the  business  development 
company  (other  than  those  issued  to  its 
officers,  directors  or  employees  pursuant 
to  a  profit-sharing,  stock  option  or  stock 
purchase  plan)  would  have  to  be  issued 
in  transactions  not  involving  any  public 
offering  of  securities. 

In  addition,  under  paragraph  (b)(4](ii) 
of  the  rule  proposal,  such  securities 
would  have  to  be  issued  in  transactions 
wherein  the  business  development 
company,  and  any  person  acting  on  its 
behalf,  shall  have  reasonable  groimds  to 
believe,  and  shall  believe,  immediately 
prior  to  making  any  sale  of  securities  of 
the  business  development  company, 
after  making  reasonable  inquiry,  either 
(i)  that  the  ptirchaser  has  such 
knowledge  and  experience  in  financial 
and  business  matters  that  he  is  capable 
of  evaluating  the  merits  and  risks  of  the 
prospective  investment  in  the  business 
development  company,  or  (ii)  that  the 
purchaser  and  the  purchaser’s 
representativefs)  together  have  such 
knowledge  and  experience  in  financial 
and  business  matters  that  they  are 
capable  of  evaluating  the  merits  and 
risks  of  the  prospective  investment  in 
the  business  development  company  and 
that  the  purchaser  is  able  to  bear  the 
economic  risk  of  the  investment.  This 
provision  of  the  rule  proposal  is  similar 
to  paragraph  (d)(2)  of  Rule  146  under  the 
Securities  Act  (17  CFR  230.146(d)(2)) 
which  concerns  offeree  qualifications. 


Accordingly,  interpretations  relating  to 
that  provision  of  Rule  146  would  be 
relevant  to  paragraph  rbl(4)(iii)  of  the 
proposed  rule. 

Under  paragraph  (b)(4)(iii)  of  the 
proposed  rule,  prior  to  the  sale  of  any 
securities  of  the  business  development 
company,  purchasers  must  have  access 
to,  or  be  furnished  with,  all  material 
information  reasonably  necessary  under 
the  circumstances  to  enable  such 
persons  to  make  an  informed  decision 
as  to  an  investment  in  the  business 
development  company.  Satisfaction  of 
this  condition  would,  of  course,  depend 
on  all  the  facts  and  circumstances 
regarding  any  transaction.  'The 
information  required  by  paragraph 
(b)(4)(iii)  would  generally  include,  but 
not  necessarily  be  limited  to. 
information  relating  to  the  business 
development  company,  the  nature  of  the 
offering,  the  terms  of  the  performance- 
based  compensation  to  be  paid  to  the 
investment  adviser,  the  fact  that  the 
purchaser  must  bear  the  economic  risks 
involved  in  purchasing  securities  of  the 
business  development  company  and  the 
limitations  concerning  the  deposition  of 
securities  of  the  business  development 
company.  Paragraph  (b)(4)(iii)  is 
intended  to  require  information  which 
would,  in  many  cases,  be  largely  similar 
to  the  information  required  under 
paragraph  (e)  of  Rule  146  (17  CFR 
230.146(e)).  Accordingly,  if  the 
conditions  specified  in  paragraph  (e)  of 
Rule  146  relating  to  the  type  of 
information  which  must  be  furnished  to 
offerees  or  to  which  offerees  must  have 
acces  are  satisfied,  then  the  conditions 
of  pargraph  (b)(4)(iii)  would  be  deemed 
to  be  met* 

Paragraph  (b)(4)(iv)  of  the  proposed 
rule  would  require  each  purchaser  of 
securities  in  the  business  development 
company  to  purchase  securities  in  the 
business  development  company  in  a  unit 
or  imits  of  at  least  $150,000  each. 
Furthermore,  the  units  could  not  be 
fractionalized  or  otherwise  divided  into 
smaller  units,  except  as  permitted  by 
paragrah  (f).  and  could  not  be  sold, 
transferred  or  otherwise  disposed  of,  in 
a  transaction  or  transactions  involving  a 
public  offering  of  securities.  Thus,  if  any 
purchaser  of  a  unit  later  resold  it  to  a 
third  person,  the  price  of  the  unit  on 
resale  would  presumably  be  at  least 
$150,(XX)  unless  the  unit  had  declined  in 
value. 

Paragraph  (f)  of  the  proposed  rule 
would  permit  the  business  development 
company  to  fractionalize  or  otherwise 
divide  the  units  issued  by  such  company 
to  any  person,  including  its  investment 


'Compliance  with  the  requirements  of  paragaph 
(b)(4)(iii)  would  not  however,  relieve  the  business 
development  company  of  any  other  applicable 
disclosure  requirements  under  the  federal  securities 
laws. 


V. 
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adviser  and  persons  associated  with  the 
investment  adviser,  provided  that  such 
fractionalization  or  division  is  approve 
by  the  vote  of  a  majority  of  the 
outstanding  securities  of  the  business 
development  company  entitled  to  vote 
thereon,  and  that,  immediately  following 
such  fractionalization  or  division,  each 
outstanding  unit  of  the  business 
development  company  has  a  net  asset 
value  of  at  least  $150,000. 

If  payments  for  the  units  were  made 
on  a  deferred  or  installment  basis,  all 
such  payments  would  be  required  to  be 
due  within  12  months  from  the  date  of 
purchase  of  the  securities  and  would 
have  to  be  evcidenced  and  secured  by  a 
full  recourse  note  or  notes  of  the 
purchaser. 

Paragraph  (b)(5)  provides  that  a 
business  development  company  cannot 
be  an  investment  company  which  is 
required  to  be  registered  under  the 
Investment  Company  Act  of  1940 
(“Investment  Company  Act”)  (15  U.S.C. 
60a-l  et  seq.).  This  requirement  would 
have  the  practical  effect  of  limiting  the 
number  of  investors  in  the  business 
development  company  to  not  more  than 
100  persons,  taking  into  account  the 
attribution  provisions  of  Section  3(c)(1) 
of  the  Investment  Company  Act, ‘“unless 
somb  other  statutory  or  administrative 
relief  from  the  registration  requirements 
of  the  Investment  Company  Act  was 
available.  “ 

Paragraph  (e)  of  the  proposed  rule 
would  permit  business  development 
companies  to  hold  assets  in  the  form  of 
cash,  money-market  instruments  with  a 
maturity  not  exceeding  one  year,  or 
securities  received  by  the  business 
development  company  in  exchange  for 
securities  of  eligible  portfolio 
companies,  provided  it  intends  and 
reasonably  anticipates  to  invest  or 
reinvest  those  assets  in  sectuities  of 
eligible  portfolio  companies.  This 
limited  exception  is  intended  to 
provided  business  development 
companies  with  a  reasonable  period  of 
time  in  which  to  invest  or  reinvest  their 
funds  without  having  their  performance- 

”  Section  3(c)(1)  of  the  Investment  Company  Act 
(15  U.S.C.  8aa-3(c)(l)  excludes  from  the  deRnition  of 
investment  company  any  issuer  whose  outstanding 
securities  (other  than  short-term  paper)  are 
beneficially  owned  by  not  more  than  100  persons 
which  is  not  making  and  does  not  presently  propose 
to  make  a  public  offering  of  securities. 

“  As  noted  below,  however,  the  Commission  is 
considering  issuing  a  proposed  rule  under  the 
Investment  Company  Act  to  provide  exemptlve 
relief  for  business  development  companies.  If,  by 
reason  of  such  a  rule,  a  business  development 
company  were  not  required  to  raster  under  the 
Investment  Company  Act  the  nOe  now  being 
proposed  to  permit  performance-based  fees  under 
the  Advisers  Act  could  be  applicable  even  if  the 
business  development  company  had  more  than  100 
shareholders. 


based  fee  arrangements  become 
disqualified  under  the  proposed  rule. 

C,  Eligible  Portfolio  Companies 

Eligible  portfolio  companies  are 
defined,  in  part,  in  paragraph  (c)  of  the 
rule  proposal  as  companies  which  did 
not  have  an  average  annual  net  income 
after  Federal  income  taxes  in  excess  of 
$400,(XX)  for  the  two  fiscal  years 
immediately  preceding  the  initial 
investment  of  the  business  development 
company  therein,  and  which  were  not 
making  and  had  not  made  any  public 
offering  of  their  securities.  Furthermore, 
at  the  time  of  any  investment  (whether 
or  not  initial)  by  a  business  development 
company,  an  eligible  portfolio  company 
could  not  be  a  company  subject  to  the 
reporting  requirements  of  Section  13  of 
the  Securities  Exchange  Act  of  1934 
(“Exchange  Act”)  (15  U.S.C.78m)  nor 
could  it  be  an  investment  company  as 
defined  in  Section  3  of  the  Investment 
Company  Act  (15  U.S.C.  80a-3).  With 
respect  to  the  latter  condition,  the 
eligible  portfolio  company’s  exclusion 
from  the  definition  of  investment 
company  in  Section  3  of  the  Investment 
Company  Act  must  be  based  upon  some 
factor  other  than  Section  3(c)(1) 
thereof. ‘“Thus,  the  rule  would  prohibit  a 
business  development  company  from 
investing  in  cuiy  company,  such  as  a 
hedge  fund  or  other  business 
development  company,  which  is 
excluded  from  the  meaning  of 
investment  company  solely  by  reason  of 
having  not  more  than  100  shareholders 
and  meeting  the  other  conditions  of 
Section  3(c)(1). 

The  condition  relating  to  the  eligible 
portfolio  company’s  net  income  at  the 
time  of  the  busiiiess  development 
company’s  initid  investment,  set  forth  in 
paragraph  (c)(l)(i)  of  the  proposed  rule, 
is  one  of  the  financial  characteristics 
used  by  the  Small  Business 
Administration  (“SBA”)  to  define  a 
small  business  concern  for  the  purpose 
of  receiving  financial  or  other  assistance 
fiom  a  small  business  investment  or 
development  company  (see  13  CFR 
121.3-11  (1978)).  TTie  Commission  is 
considering,  and  requests  public 
comment  upon,  the  feasibility  and 
desirability  of  using  certain  other 
standards  used  in  ^at  SBA  rule  to 
define  further  an  eligible  portfolio 
company.  For  example,  using  the  SBA 
standards,  the  Commission  might 

‘‘  Under  Section  13  of  the  Exchange  Act  issuers 
of  securities  registered  on  national  securities 
exchanges,  or  issuers  who  have  assets  in  excess  of 
$1  million  and  a  class  of  equity  securities  held  of 
record  by  500  or  more  persons,  must  imless 
otherwise  excluded,  file  such  reports  and 
information  as  the  Commission  shall  spedfr  by  rule. 

'*See  note  9  supra. 


provide  also  that  an  eligible  portfolio 
company  cannot  have  assets  exceeding 
$9  million  and  cannot  have  a  net  worth 
exceeding  $4  million. 

’The  Commission  does  not  believe  that 
it  is  appropriate  to  apply  the  net  income 
limitation  with  respect  to  subsequent 
investments  in  an  eligible  portfolio 
company  by  the  business  development 
company.  Although  the  proposed  rule  is 
designed  to  provide  relief  only  with 
respect  to  business  development 
companies  which  invest  in  relatively 
small  and  unseasoned  enterprises,  it 
would  appear  desirable  for  business 
development  companies  to  be  able  to 
further  their  initial  investments  in 
eligible  portfolio  companies  by  making 
additional  investments  in  such 
companies,  even  though  the  portfolio 
company  might  have  developed  to  a 
stage  where  it  no  longer  meets  the  net 
income  test.  However,  such  additional 
investments  could  be  made  only  if  the 
eligible  portfolio  company  continued  to 
meet  the  condition  that  it  had  not  made 
a  public  offering  of  its  securities,  and 
that  the  business  development  company 
had  maintained  a  continuous  investment 
in  the  eligible  portfolio  company.  ’The 
latter  condition  is  set  forth. in  paragraph 
(c)(2)(ii)  of  the  proposed  rule,  which 
provides  that,  at  the  time  of  each 
additional  investment  the  business 
development  company  cannot  have  sold, 
transferred,  or  otherwise  disposed  of, 
any  secmities  of  the  eligible  portfolio 
company  which  it  had  previously 
acquired,  except  for  secmities  of  the 
eligible  portfolio  company  converted 
into  or  exchanged  for  other  securities  of 
such  company. 

The  proposed  rule  would  not  restrict 
the  business  development  company  to 
investments  in  any  specific  type  of 
security.  ’Thus,  it  would  permit 
investments  in  either  equity  or  debt 
secmities  of  eligible  portfolio 
companies.  In  addition,  the  business 
development  company  would  be 
permitted  to  invest  in  companies 
engaged  in  any  manner  of  business,  so 
long  as  such  companies  meet  the 
requirements  set  forth  in  paragraph  (c) 
of  the  proposed  rule.  Subsequent 
investments  in  an  eligible  portfolio 
company  would  not  be  limited  to  the 
same  class  of  securities  which 
comprised  the  initial  investment  in  the 
eligible  portfolio  company  by  the 
business  development  company. 

Although  the  proposed  rule  would  not 
permit  a  business  development  company 
to  make  additional  investments  in  an 
eligible  portfolio  company  if  the 
portfolio  company’s  securities  became 
publicly  traded,  the  proposed  rule  would 
not  specifically  prohibit  a  business 
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development  compaYiy  from  continuing 
to  hold  an  investment  in  an  eligible 
portfolio  company  if,  after  the  business 
development  company  had  made  its 
investment,  the  securities  of  the 
portfolio  company  became  publicly 
traded  and  the  company  no  longer 
qualihed  as  an  eligible  portfolio 
company.  However,  a  business 
developinent  company  which  had  a 
substantial  portion  of  its  assets  invested 
in  large,  publicly  traded  companies 
would  no  longer  be  operating 
‘‘primarily’’  for  the  purpose  of  directly 
acquiring  securities  of  eligible  portfolio 
companies,  and  therefore  the  company 
would  cease  to  qualify  as  a  business 
development  company  under  paragraph 
(b)(1)  of  the  proposed  rule.  The 
Commission  is  of  the  tentative  view  that 
the  “primarily”  standard  will  prevent 
performance-based  fees  from  being  paid 
in  cases  where  a  business  development 
company’s  investments  have  matured 
and  the  investment  adviser  is  no  longer 
performing  the  types  of  services  which 
would  justify  such  a  fee,  while  at  the 
same  time  avoiding  an  unduly  restrictive 
condition  which  might  have  ^e  effect  of 
forcing  a  business  development 
company  to  dispose  of  an  investment  at 
an  inopportime  time.  However,  public 
comment  is  requested  as  to  whether  the 
“primarily”  standard  set  forth  in 
paragraph  (b)(1)  is  sufficiently  specific 
to  ensure  that,  in  general,  performance- 
based  fees  will  not  be  paid  where  the 
business  development  company  holds 
securities  of  mature  companies.  As  an 
alternative  to,  or  in  addition  to,  that 
standard,  the  rule  could  require  that  any 
investment  by  a  business  development 
company  be  disposed  of  within  a 
specified  period  of  time,  such  as  10 
years. 

Another  matter  concerning  which  the 
Commission  specifically  requests 
comment  is  whether  the  requirement 
that  all, of  a  business  development 
company’s  assets  be  invested  in  eligible 
portfolio  companies  (except  for  interim 
investments  as  permitted  by  paragraph 
(e))  is  unduly  restrictive.  It  might  be 
appropriate  to  provide  that  some 
percentage  of  the  business  development 
company’s  assets,  such  as  10  percent, 
could  be  invested  without  restriction, 
particularly  if  the  Commission 
ultimately  determines  to  impose  a 
general  requirement  that  investments  in 
eligible  portfolio  companies  be  disposed 
of  within  a  stated  period  of  time. 

D.  Additional  Conditions 

Paragraph  (d)  of  the  rule  proposal  sets 
forth  certain  additional  conditions 
which  would  have  to  be  satified  in  order 
for  performance-based  compensation  to 


be  paid  to  an  investment  adviser  by  a 
business  development  company. 

The  investment  adviser,  and  . 
associated  persons  of  the  investment 
adviser,  would  generally  be  required  by 
paragraph  (d)(1)  to  beneficially  own,  at 
all  times,  by  reason  of  having 
piuxhased,  for  cash  or  other  tangible 
property,  seciirities  (other  than  senior 
securities  as  defined  in  Section  18(g)  of 
the  Investment  Company  Act  (15  U.S.C. 
80a-18(g)  **in  the  business  development 
company  in  an  amount  not  less  than  the 
greater  of  one  percent  of  the  amount 
invested  or  agreed  to  be  invested  in  the 
business  development  company  by  all 
other  persons  who  purchased  or  agreed 
to  pui^ase  securities  in  the  business 
development  company,  or  $150,000.  Such 
required  investment  is  intended  to  help 
ensure  that  the  investment  adviser  has  a 
sufficient  amount  of  money  invested  in 
the  business  development  company  so 
as  to  reduce  the  likelihood  of  the  adviser 
taking  undue  risks  with  the  fimds  of  the 
business  development  company,  since 
his  own  funds  be  subject  to  the 
same  risks.  The  investment  adviser’s 
purchase,  like  that  of  other  investors, 
would  have  to  be  in  units  of  at  least 
$150,000  each  which  could  not  be 
fractionalized  or  otherwise  divided, 
except  as  permitted  by  paragraph  (f), 
and  which  could  not  be  sold,  transfered, 
or  otherwise  disposed  of,  in  a 
transaction  or  transactions  involving  a 
public  offering. 

Paragraphs  (d)(2)  and  (3)  of  the 
proposed  rule  relate  to  the  computation 
of  an  investment  adviser’s 
compensation.  Under  paragraph  (d)(2), 
the  adviser’s  performance-based  fee 
must  be  computed  on  the  basis  of 
capital  gains  or  capital  appreciation,  net 
of  all  realized  capital  losses  and 
unrealized  capital  losses  (capital 
depreciation).  Thus,  for  example,  even  if 
the  fee  was  based  only  upon  capital 
gains  and  not  unrealized  capital  gains 
(capital  appreciation),  unrealized  capital 
losses  woidd  have  to  be  taken  into 
accoimt.  Paragraph  (d)(3)  would  require 
that  the  compensation  be  based  upon  a 
written  valuation  of  the  assets  of  the 
business  development  company, 
prepared  or  reviewed  by  a  qualified 
independent  appraiser  who  is  not  a 
person  associated  with  the  investment 
adviser  or  a  person  otherwise  providing 
services  to  the  investment  adviser 
pursuant  to  any  agreement  or 
understanding.  The  appraiser  would 
have  to  certify  to  the  business 


’^Section  18(g)  deflnes  a  “senior  security”  as  any 
bond,  debenture,  note,  or  similar  obligation  or 
instrument  constituting  a  security  and  evidencing 
indebtedness,  and  any  stock  of  a  class  having 
priority  over  any  other  class  as  to  distribution  of 
assets  or  payment  of  dividends. 


development  company  that  the 
valuation  is  fair  and  reasonable.  ’This 
requirement  is  proposed  in  recognition 
of  the  fact  that  the  potential  for  abuse  in 
this  area  is  higher  where,  as  would 
usually  be  the  case,  the  business 
development  company’s  holdings  have 
no  ready  market. 

in.  Possible  Proposed  Rule  under  the 
Investment  Company  Act  of  1940 

The  Commission  currently  is 
considering  the  possibility  of  issuing  a 
proposed  i^e  to  provide  exemptive 
belief  for  business  development 
companies  under  the  Investment 
Company  Act  The  Commission 
anticipates  that  any  such  proposed  rule 
will  be  consistent  with,  and  largely 
-  similar  to,  such  rule  as  the  Commission 
might  ultimately  adopt  as  a  result  of  the 
present  rule  proposal  under  the 
Advisers  Act 

Authority 

The  rule  proposed  herein  would  be 
adopted  pursuant  to  the  authority 
contained  in  Sections  206A  (15  U.S.C. 
80b-6a)  and  211(a)  (15  U.S.C.  80b-ll(a)) 
of  the  Advisers  Act 

Commission  Action 

It  is  proposed  to  amend  Part  275  of 
Chapter  n  of  Title  17  of  the  Code  of 
Federal  Regulations  under  the 
Investment  Advisers  Act  of  1940  by 
adding  new  S  275.205-3  as  follows: 

§  275.205-3  Exemption  from  the 
compensation  prohibitions  of  Section 
205(1)  for  registered  investment  advisers  to 
business  development  companies. 

(a)  General  The  provisions  of  Section 
205(1)  of  the  Act  shall  not  prohibit  any 
registered  investment  adviser  from 
entering  into,  extending,  renewing  or 
performing  an  investment  advisory 
contract  which  provides  for 
compensation  to  the  investment  adviser 
on  the  basis  of  a  share  of  net  capital 
gains  upon,  or  net  capital  appreciation 
of,  the  funds,  or  any  portion  of  the  funds, 
of  a  business  development  company  if 
all  of  the  conditions  set  forth  in  this 
section  are  satisfied. 

(b)  Business  developinent  company. 
For  purposes  of  this  section,  “business 
development  company”  shall  mean  any 
company  which 

(1)  Is  formed  and  operated  primarily 
fer  the  purpose  of  directly  acquiring,  in 
transactions  eligibile  for  the  exemption 
from  registration  provided  by  Section 
4(2)  of  ffie  Securities  Act  of  1933, 
securities  issued  by  eligible  portfolio 
companies; 

(2)  Except  as  provided  in  paragraph 
(e)  of  this  section,  has  all  of  its  assets 
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invested  in  securities  acquired  directly 
from  and  issued  by  eligible  portfolio 
companies; 

(3)  Beneficially  owns  at  least  five 
percent  of  all  the  voting  securities 
(including  securities  immediately 
convertible  without  restriction  into 
voting  securities  at  the  option  of,  and 
without  the  payment  of  any  additional 
consideration  by,  the  holder  thereof)  of 
each  eligible  portfolio  company  in  which 
it  has  an  investment:  Provided  however, 
that  the  foregoing  condition  shall  be 
deemed  to  be  satisfied  if  the  business 
development  company’s  failure  to  own 
at  least  five  percent  of  such  securities 
results  solely  fivm  the  issuance  of 
additional  voting  securities  by  the 
eligible  portfolio  company  subsequent  to 
the  initial  investment  therein  by  the 
business  development  company; 

(4)  Has  issued  all  of  its  outstanding 
securities  (other  than  those  issued  to  its 
officers,  directors  or  employees  pursuant 
to  a  profit-sharing,  stock  option  or  stock 
purchase  plan) 

(i)  In  transactions  not  involving  any 
public  offering  of  securities; 

(ii)  In  transactions  wherein  the 
business  development  company,  and 
any  person  acting  on  its  behalf,  shall 
have  reasonable  grounds  to  believe  and 
shall  believe,  immediately  prior  to 
making  any  sale  of  seciuities  of  the 
business  development  company,  after . 
making  reasonable  inquiry,  either  (A) 
that  the  purchaser  has  such  knowledge 
and  experience  in  financial  and 
business  matters  that  he  is  capable  of 
evaluating  the  merits  and  risks  of  the 
prospective  investment  in  the  business 
devek^ment  company  or  (B)  that  the 
purchaser  and  the  purchaser’s 
representative(s)  together  have  such 
knowledge  and  experience  in  financial 
and  business  matters  that  they  are 
capable  of  evaluating  the  merits  and. 
risks  of  the  prospective  investment  in 
the  business  development  company  and 
that  the  purchaser  is  able  to  bear  the 
economic  risk  of  the  investment; 

(iii)  To  persons  each  of  whom,  prior  to 
the  sale  of  any  seoirities  of  the  business 
development  company  to  such  persons, 
have  access  to,  or  are  furnished  with,  all 
material  information  reasonably 
necessary  under  the  circumstances  to 
enable  such  persons  to  make  an 
informed  decision  as  to  an  investment  in 
the  business  development  company;  and 

(iv)  To  persons,  other  than  the 
investment  adviser,  and  persons 
associated  with  the  investment  adviser, 
each  of  whom  purchases,  or  agrees  in 
writing  to  purchase,  securities  of  the 
business  development  company  in  a  unit 
or  units  of  at  least  $150,000  which  may 
not  be  fractionalized  or  otherwise 


divided,  except  as  provided  in 
paragraph  (f)  of  this  section,  and  which 
may  not  be  sold,  transferred  or 
otherwise  disposed  of,  by  the  purchaser 
in  a  transaction  or  transactions 
involving  a  public  offering  of  securities, 
and  such  persons  pay  for  such  securities 
in  cash,  or  other  tangible  property,  in  a 
single  payment  of,  or  in  installment 
payments  in  the  aggregate  amount  of, 
$150,000  or  more  (all  deferred  and 
installments  payments  to  be  due  within 
12  months  from  the  date  of  purchase  of 
the  securities  and  evidenced  and 
secured  by  a  full  recourse  not  or  notes  of 
the  purchasers);  and 

(5)  Is  not  required  to  be  registered  as 
an  investment  company  under  the 
Investment  Company  Act  of  1940. 

(c)  Eligible  portfolio  company.  For  the 
purposes  of  this  section,  an  “eligible 
portfolio  company”  shall  mean  any 
company  which — 

(1)  At  the  time  of  the  initial 
investment  therein  by  a  business 
development  company — (i)  Did  not  have 
an  average  annual  net  income,  after 
Federal  income  teoces,  for  the 
immediately  preceding  two  fiscal  years 
in  excess  of  $400,000  (average  annual 
net  income  to  be  computed  without  the 
benefit  of  any  loss  carryover): 

(ii)  Is  not  making  and  has  not  made  a 
public  ofiering  of  its  securities; 

(iii)  Is  not  subject  to  the  reporting 
requirements  of  Section  13  of  the 
Securities  Exchange  Act  of  1934;  and 

(iv)  Is  not  an  investment  company  as 
defined  in  Section  3  of  the  Investment 
Company  Act  of  1940:  Provided,  That 
the  sole  basis  therefor  is  not  the 
exclusion  set  forth  in  Section  3(c)(1)  of 
such  Act. 

(2)  At  the  time  of  each  additional 
investment  therein  by  the  busmess 
developing  company — (i)  Satisfies  all  of 
the  conditions  described  in  paragraphs 
(c)(1)  (ii),  (iii)  and  (iv)  of  this  section, 
and 

(ii)  Has  not  previously  issued  to  the 
business  development  company  any 
securities  which  have  been  sold, 
transferred,  or  otherwise  disposed  of,  by 
such  company,  except  for  securities 
converted  into,  or  exchanged  for,  othor 
securities  of  the  eligible  pwtiolio 
company. 

(d)  Additional  conditions.  The 
exenq>tive  relief  provided  in  paragraph 
(a)  of  this  section  shall  not  be  available 
unless  all  of  the  following  conditions  are 
satisfied: 

(1)  The  investment  adviser,  and 
persons  associated  with  the  investment 
adviser,  shall  at  all  times  beneficially 
own.  by  reason  of  having  purchased  for 
cash  or  other  tangible  property  (which 
shall  have  been  received  by  the 


business  development  company), 
securities  (other  than  senior  securities 
as  defined  in  Section  18(g)  of  the 
Investment  Company  Act  of  1940}  or 
such  business  development  company  (i) 
in  a  unit  or  units  of  at  least  $150,000 
which  may  not  be  firactionalized  or 
otherwise  divided,  except  as  provided  in 
paragraph  (f)  of  this  section,  and  which 
may  not  be  sold,  transferred,  or 
otherwise  disposed  of,  by  die 
investment  adviser,  or  persons 
associated  with  the  investment  adviser, 
in  a  transaction  or  transactions 
involving  a  public  offering  of  securities 
and  (ii)  in  an  amount  not  less  than  the 
greater  of:  (A)  One  percent  of  the 
aggregate  amount  of  the  cash  and  other 
teuigible  property  invested  (or  agreed  to 
be  invested)  in  the  business 
development  company  by  all  other 
persons  who  have  purchased  (or  have 
agreed  in  writing  to  purdiase)  securities 

such  business  development  company; 
or  (6)  $150,000; 

(2)  Any  computation  of  net  capital 
gains  or  net  capital  apineciation  for 
purposes  of  determining  compensation 
of  a  type  described  in  paragraph  (a)  of 
this  section  shall  be  made  net  of  all 
realized  capital  losses  and  unrealized 
capital  losses  (capital  depreciation)  of 
the  business  development  company 
during  the  pmiod  for  which  the 
computation  is  made;  and 

(9)  Any  compensation  paid  pursuant 
to  paragraph  (a)  of  this  sectitm  shall  be 
based  on  a  written  valuation  of  the 
business  development  company’s  assets 
which  is  prepaid  or  reviewed  by  a  - 
qualified  independent  appraiser  (i)  who 
is  not  (A)  a  person  associated  with  the 
investment  adviser  or  (B)  a  person 
otherwise  providing  services  to  the 
investment  adviser,  pursuant  to  any 
agreement  or  imderstanding,  and  (ii) 
who  certifies  in  writing  to  the  business 
development  company  that  the 
valuation  is  fair  and  reasonable. 

(e)  Permissible  interim  investments. 
Notwithstanding  any  other  provision  of 
this  section,  a  business  development 
company  may  hold  assets  in  the  fcnm  of 
(1)  cash  or  money-maricet  instruments 
maturing  in  one  year  or  less  from  the 
time  of  investment  or  (2)  securities 
received  by  the  business  development 
company  in  exchange  for  securities  of 
eligible  portfolio  companies:  Provided, 
That  su^  busings  development 
company  intends,  and  reasonably 
anticipates,  to  invest  or  reinvest  such 
assets  in  securities  of  eligible  portfolio 
companies. 

(f)  Fractionalization  of  units. 
Notwithstanding  any  other  provision  of 
this  section,  units  issued  by  a  business 
development  company  may  be 
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fractionalized  or  otherwise  divided  by 
such  company:  Provided.  (1)  That  such 
fractionalization  or  division  is  approved 
by  the  vote  of  a  majority  of  the 
outstanding  securities  of  such  company 
entitled  to  vote  thereon  and  (2)  that, 
immediately  following  such 
fractionalization  or  division,  each 
outstanding  unit  of  the  business 
development  company  has  a  net  asset 
value  of  at  least  $150,000. 

By  the  Commission. 

George  A.  Fitzsimmons, 

Secretary. 

June  19, 1979. 
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